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Institute Examination in Law
By Spencer Gordon
The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of May, 1926, have
been prepared at the request of The Journal of Accountancy. These
answers have not been reviewed by the board of examiners and are in no way
official. They represent merely the personal opinions of the author.—Editor,
The Journal of Accountancy.]

EXAMINATION IN COMMERCIAL LAW
May 14, 1926, 9 a.m. to 12:30 p.m.
Give reasons for all answers

(Each satisfactory answer is entitled to 10 points)
NEGOTIABLE INSTRUMENTS

Answer three of the following four questions:
1. A subscribes for a certain number of shares in the B corporation upon its
formation, but only 60% of the subscribed capital has been called. A has
paid all instalments called and in addition has lent the B corporation $3,000 for
which he has taken the corporation’s negotiable promissory note and has trans
ferred the note to X. On the due date X demands payment but the company
calls for further capital instalments on A’s subscription and sets up the amount
of the call as an offset to the note. Is the corporation’s procedure correct?
Answer: No. The doctrine of set-off and counter-claim as applied to
negotiable paper is not available against a holder in due course who had no
knowledge of such claim. When the note was transferred to X there had been
no call.
2. Explain the difference between an assignable note and a negotiable note
and give an example of each.

Answer: A negotiable note is one which may pass from hand to hand by
endorsement or mere delivery and which in the hands of a holder in due course
is free from equities between the original parties to the paper. A non-nego
tiable note may pass from one party to another by assignment but the assignee
ordinarily takes it subject to all defenses valid as between the original parties.
A promissory note payable to the order of A is negotiable. A promissory note
payable to X (but not to the order of X) is assignable but is not negotiable.

3. A gave to B a negotiable promissory note for $100, the note being payable
to “B or bearer.” The note was transferred several times by delivery only,
without indorsement, and came into the hands of R as a note for $1,000, the
alteration not being at all apparent on the face of the instrument. What can
R do with reference to enforcement?
Answer: Paper may be transferred by delivery when payable to “B or
bearer.” Statutes of some states, however, expressly require an endorsement
for the transfer of such paper. Under the negotiable-instruments law as gen
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erally in force there is no such requirement and R would be a holder in due
course. Under the negotiable-instruments law, “when an instrument has been
materially altered and is in the hands of a holder in due course, not a party to
the alteration, he may enforce payment thereof according to its original tenor, ”
R could therefore recover $100 on the note. In the states where a statute
expressly requires an endorsement for the transfer of such paper, R would not
be a holder in due course and under the negotiable-instruments law as well as
by common law the maker would not be liable because the contract was
changed by a material alteration without the privity of the party liable on it.

4. Is a bank depositor, having a checking account, required to verify the
correctness of his monthly balance as shown by monthly statement rendered
by the bank and by the returned vouchers?
Answer: Some courts have held that the writing up of a depositor’s bank
book, striking a balance and returning it to him with the cheques constitutes
an account stated and that unless objection is made thereto by the depositor
within a reasonable time he is bound thereby and the account can be opened
for examination and restatement only on the ground of fraud. Other courts
have held that, although the return of the account with the vouchers is an
account stated, their retention without objection only puts on the plaintiff
the burden of proving a mistake or error. It has also been held that although a
general depositor in a bank has presumptively acquiesced in his account as
stated by the bank by retaining without objection the pass-book written up
and balanced by the bank, yet when the depositor is able to point specifically
to error, mistake or forgery in the account, he is to be allowed restitution,
unless the error, mistake or forgery was induced by his negligence and to make
the restitution would work a special damage to the bank. In any event the
depositor takes considerable risk in not examining the account immediately.
CORPORATIONS

Answer two of the following three questions:

5. Does a dividend on stock, declared before the stockholder’s death, but
not payable until a date after the date of death, become part of the estate or
pass to the person to whom the stockholder devised the income from the estate
for life?
Answer: From the date of its declaration the dividend becomes a debt and
is therefore a part of the estate of the decedent upon his death after the date of
declaration and before the date that the dividend is payable.
6. Define the following used with reference to corporations: (1) subscriber,
(2) incorporator, (3) franchise, (4) paid-in capital, (5) by-laws.

Answer: (1) A subscriber is one who has agreed to take stock from the
corporation on the original issue of such stock.

(2) An incorporator is one of those to whom a charter is granted or of those
who file a certificate of incorporation under a general incorporating act.

(3) A franchise is a privilege conferred by grant of the government. A
corporate franchise may mean either the power to act as a corporation or may
mean the right which a corporation has to operate a special privilege, such as a
railroad’s right of way.
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(4) Paid-in capital is money or property paid into a corporation in consider
ation of the issue of capital stock or for no consideration.
(5) A by-law is a permanent rule of action in accordance with which the
corporate affairs are to be conducted. The power to make by-laws is regarded
as one of the essential incidents and rights of a corporation.
7. What is a voting trust and how does it operate?

Answer: A voting trust agreement is one whereby stock is transferred to
trustees to hold in trust for the transferors. The object of such a trust is
usually to secure continuity in management by the transfer of control of a
majority of the stock to such trustees. Usually the stock is transferred for a
definite period of years, the power of voting the stock being expressly vested in
the trustees. Transferable voting trust certificates are usually issued to the
beneficial owners of the stock, and such dividends as are paid to the trustees as
the legal holders of the stock are by them in turn transmitted to the holders of
these certificates.
CONTRACTS

Answer two of the following three questions:
8. A, following his discharge in bankruptcy, again entered business and wrote
to B requesting that B sell him a certain quantity of goods to be delivered in
monthly instalments, A to have thirty days in which to pay for each instal
ment. B replied, refusing to extend credit to A unless A’s former indebtedness
to B were liquidated. A then wrote agreeing to pay the former indebtedness
in monthly payments until paid in full. B then extended the requested credit
to A in the contract for A’s new purchases. Subsequently A defaulted in an
instalment payment and B sued to recover the balance of the old debt. Could
he recover?

Answer: B could not recover the full balance of the old debt. A promised
to pay the old debt in instalments, the consideration for his promise being the
extension of credit by B. The only amount of the old debt for which A is liable
is the amount of the monthly instalments of the old debt which under the terms
of the new agreement are overdue at the time that B sues A.
9. A met B in March and in the conversation said that he would give B
$3,600 to act as bookkeeper for a year, B to begin work on May 1st. B began
work on May 1st. On August 1st A discharged B without any cause or reason.
What, if anything, could B recover in a suit against A for breach of contract?

Answer: B is entitled to recover not only any portion of his promised salary
which he has already earned prior to August 1st and has not been paid, but in
addition to this is entitled to recover damages for the injury caused him by not
allowing him to complete his services and earn the promised reward. He will
be given $2,700 less the net amount of what he earned or might reasonably have
earned in other employment during the 9 months from August 1st to May 1st.
10. How may a seller part with possession of personal property and still
keep title to it?

Answer: The seller may part with the possession of personal property and
retain title to it by a conditional sales contract. Such a contract is one which
provides in terms that the sale is conditional and that the goods are to remain
the property of the seller until payment of the price. Under such $ contract of
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sale no title passes to the buyer until the condition is performed. In many
states such contracts are not valid as to innocent third parties unless recorded.
PARTNERSHIP

Answer one of the following questions:
11. Has a partner the right to make a general assignment of partnership
property for the benefit of creditors without the knowledge of his co-partners?
Answer: The general rule is that one partner can not make a general as
signment of partnership property for the benefit of creditors without the
knowledge of his co-partners, for such an assignment would practically amount
to a suspension or dissolution of the partnership itself.

12. A and B enter into a partnership venture, A contributing one-third of
the necessary capital and B contributing two-thirds. There is nothing said
or agreed to as to how profits shall be divided. What is the proportion of
profits which should go to each partner?
Answer: In the absence of agreement the profits of a partnership are to be
divided equally between the partners, however unequal may be their contribu
tions of capital or of services unless there are additional facts from which it may
reasonably be inferred that the partners intended otherwise.
BANKRUPTCY

Answer the following question:
13. In case of bankruptcy, does a creditor who has obtained judgment secure
any advantage?
Answer: The mere entry of a judgment gives a creditor no advantage. If
a creditor obtains a judgment and complies with the requirements of the state
law so that he establishes a lien on the property of the debtor, his lien is un
affected by the bankruptcy of the debtor if it was obtained more than four
months prior to the filing of the petition in bankruptcy.
INCOME TAX

Answer the following question:
14. In what circumstances may an appeal be taken to the board of tax
appeals in a controversy over income taxes?
Answer: See revenue act of 1926.
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